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ARMEN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in

effect at the time that the petition was filed.! The decision to

1 Unl ess otherw se indicated, all subsequent section
references are to the Internal Revenue Code in effect for 2001,
the taxable year in issue, and all Rule references are to the Tax
Court Rules of Practice and Procedure. All nonetary anmounts are
rounded to the nearest dollar.
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be entered is not reviewable by any other court, and this opinion
shoul d not be cited as authority.

Respondent determ ned a deficiency in petitioners’ Federal
incone tax for the taxable year 2001 of $1, 342.

The issue for decision is whether a distribution of $8,944
resulting fromthe surrender of a life insurance policy is
includable in petitioners’ gross inconme. W hold that it is.
Backgr ound

Sone of the facts have been stipulated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts and acconpanyi ng exhi bits.

At the tinme that the petition was filed, petitioners resided
in Santa Cruz, California.

On July 17, 1987, Kenneth T. Wiite (petitioner) acquired a
universal |ife insurance policy (the policy) with Pacific Mitual
Life Insurance Co. (Pacific Life).

The policy entitled petitioner to withdraw funds agai nst the
policy’'s accumul ated value. The policy defined accunul ated val ue
as the net anmount of premuns (premuns paid |less prem uml oad
charge) plus interest and dividends earned m nus deductions
(e.g., withdrawal anmounts, nortality charges, adm nistrative
charges, insurance |oads, and rider chargers).

The policy also entitled petitioner to borrow agai nst the

policy as collateral up to the | oan value available. The policy
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defined | oan value as the cash surrender value |ess |oan interest
and fees associated with the policy. The policy defined cash
surrender value as the accunul ated val ue | ess the surrender
charge and any policy | oan debt. The policy required |oan
repaynment at any tine before the |apse of the policy, but |oan
i nterest was payable in advance, with any unpaid interest to be
added to the | oan principal.

Bet ween 1987 and 1992, petitioner paid prem uns on the

policy as foll ows:

Year Anmpunt Pai d
1987 $6, 260
1988 780
1989 520
1990 5,520
1991 1, 000
1992 485
Tot al 14, 565

Bet ween Decenber 1993 and Oct ober 1994, petitioner contacted
Pacific Life to request funds fromthe policy allegedly for a
downpaynent on a hone.? Petitioner received the follow ng

di stri butions:

Dat e Loan | nt er est Paynment
Processed Anpunt Char ged Anpunt
12/ 13/ 93 $5, 159 $159 $5, 000

2/ 17/ 94 2,044 44 2,000
5/ 17/ 94 1,513 13 1, 500
10/ 3/ 94 7,716 316 7,400
Tot al 16, 432 532 15, 900

2 |t appears that petitioner nmade his requests by
t el ephone.
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Pacific Life classified these distributions as policy |oans. For
each distribution, Pacific Life issued to petitioner a policy
| oan statenent indicating the anount of the |oan, the interest
charged, and the outstanding | oan bal ance. Petitioner was not
required to sign any formal | oan agreenents with respect to these
distributions. Petitioner never contacted Pacific Life regarding
the classification of these distributions as policy |oans.

Throughout the life of the policy, Pacific Life sent
petitioner an account statenment at the end of each policy year
reporting the foll ow ng: Begi nning accunul ated val ue for the
year, premuns paid, premumload charge, cost of insurance
charges (nortality charges, adm nistrative charges, insurance
| oads, and rider charges), interest earned, wthdrawal anount,
di vi dends earned, the accunul ated val ue at the end of the year,
current surrender charge, current |oan debt (including unpaid
| oan interest), and current cash surrender value. According to
t he account statenents, the accunul ated value of the policy on
July 16, 1988, increased from $5,729 to $23,467 as of July 16,
2001.

On August 7, 2001, petitioner surrendered the policy. As of
that date, petitioner’s investnent in the policy was $14, 565, the
accunul ated val ue was $23, 509, the outstanding | oans plus accrued

i nterest payable was $23, 125, and the cash surrender val ue
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totaled $384 (i.e., $23,509 |ess $23,125), which petitioner
received in cash

For the taxable year 2001, Pacific Life issued a Form 1099-
R, Distributions From Pensions, Annuities, Retirement or Profit-
Sharing Plans, |IRAs, Insurance Contracts, etc., reporting a gross
di stribution of $23,509 and a taxabl e distribution of $8, 944.
Pacific Life conputed the taxable distribution as the accumnul at ed
val ue of $23,509 less petitioner’s investnment in the policy of
$14, 565.

Petitioners did not report the distribution of $8,944 on
their 2001 Federal incone tax return. Respondent determ ned that
petitioners received gross inconme of $8,944 fromthe surrender of
t he policy.

Petitioners tinely filed with the Court a petition
chal | engi ng respondent’s determ nation. Paragraph 4 of the
petition states, in part:

| took out nost of the cash surrender value of this

policy in 1993-94 totaling $14, 400 as down paynment on a

home. | nmade no paynents, nor did | receive any noney

fromthis account until 2001 when | received $384

remai ning cash value to allow the policy to | apse.

Total distributions=$14,784. The reported $8, 945 was

kept by Pacific Life in fees and charges and never

distributed to us. (Note: The insurance |oad was paid

by interest earned on ny premun during the 13 years

the policy was in force it total ed~$3,276. If this
value is taxable, we would happily pay any tax due on

it.)



Di scussi on
CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); Welch v. Helvering,

290 U. S. 111, 115 (1933). The burden of proof may shift to the
Comm ssi oner under section 7491 in certain circunstances. On the
basis of the record, we hold that section 7491(a) does not
operate to place the burden of proof on respondent; in short,
petitioners did not introduce testinony evidence sufficient to
pl ace in doubt the exactitude of the docunentary record.

G oss incone includes inconme from whatever source derived
including, but not limted to, life insurance contracts.® Sec.
61(a)(10). As relevant to this case, any anount which is
received under a life insurance contract on its conplete
surrender, and which is not received as an annuity, shall be
included in gross incone to the extent it exceeds the investnent
in the contract. Sec. 72(e)(1)(A, (5 (A, (O, (BE)Y(ii). The
investnment in the contract is defined generally as the aggregate
anount of prem uns or other consideration paid for the contract
| ess anmpbunts previously received under the contract, to the
extent such latter anobunts were excludable from gross incone.

Sec. 72(e)(6).

3 The parties do not dispute that the policy is alife
i nsurance contract. See sec. 7702(a).
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Petitioners contend that Pacific Life incorrectly conputed
t he anbunts on Form 1099-R using the policy’s accunul ated val ue
rather than the cash value. Petitioners argue that the
di stributions were withdrawals of petitioner’s investnent and
that Pacific Life classified the distributions as |oans solely
for internal bookkeeping purposes. Petitioners allege that
petitioner withdrew his investnent of $14,565 as well as
accurmul ated interest of $932 by October 1994 and that petitioner
recei ved the cash surrender value of $384 in August 2001. Under
their theory, petitioners conpute that they received a gross
di stribution of $15,881 ($14,565 + $932 + $384) and that only the
accunul ated interest of $1,316 that they actually received is
taxable. Petitioners’ contention is m splaced.

Petitioners now challenge for the first tine Pacific Life’'s
classification of the distributions as true loans. Wth respect
to each distribution, however, petitioner received a policy |oan
statenent clearly identifying each distribution as a policy |oan.
In addition, petitioner received annual statenents indicating the
out st andi ng | oan bal ance including interest payable and the
effect of the | oan balance to the cash surrender val ue of the
policy. W find it remarkabl e that petitioners contend that the
di stributions were not | oans when, throughout the life of the
policy, petitioner never contacted Pacific Life to dispute

Pacific Life's classification of the distributions as | oans.
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Based on the entirety of the record, there is no evidence, other
than petitioner’s self-serving testinony, that the distributions
wer e anyt hing other than | oans under the terns of the policy.
For Federal inconme tax purposes, petitioner’s policy |oans
constituted bona fide indebtedness rather than a w thdrawal of

his i nvestment. See Atwood v. Conmissioner, T.C Menp. 1999-61

Next, petitioners argue that Pacific Life' s internal |oan
classification created a “fictitious tax liability”. Under
petitioners’ reasoning, petitioner withdrew the corpus of his
i nvestment, which should have reduced the accumul ated val ue, but
because Pacific Life classified the distributions as | oans for
i nternal bookkeepi ng purposes, the accumul ated val ue was
artificially inflated and subsequent interest earned was conputed
on the basis of the inflated accunul ated value. Wth respect to
the interest accruing on the inflated accunul ated val ue,
petitioner argues that the interest of $8,944 credited to his
account is not taxable to him because he did not actually receive
it. Petitioner clains that he received only $15,881 in actual
cash paynents and that Pacific Life kept the $8,944 to pay fees
and charges associated with the policy. W disagree.

There is no evidence in the record that Pacific Life
classified the distributions as |oans solely for internal
accounting purposes. As stated earlier, the distributions at

i ssue were policy loans. Petitioner did not assune any personal
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l[tability for repaynent of the | oans, and when he surrendered the
policy, the outstanding | oan debt (including interest) was
charged against the avail able proceeds in the policy’s

accunmul ated value. This satisfaction of the policy |loans was in
effect a pro tanto paynent of the policy proceeds to petitioners

and constituted incone to them See Mnnis v. Commi ssioner, 71

T.C. 1049, 1056 (1979).

In the alternative, petitioners argue that taxable gain is
cal cul ated using the cash value rather than the accumul at ed
value. In support of this contention, petitioners rely on the
use of the term*“cash value” in section 72(e)(3)(A) regarding the
al I ocation of anpbunts to incone and investnent. Section
72(e)(3)(A) provides, in part:

(3) Allocation of anmobunts to incone and
i nvestment . - - For purposes of paragraph (2)(B)--

(A) Allocation to incone.--Any anmount to
whi ch this subsection applies shall be
treated as allocable to incone on the
contract to the extent that such anobunt does
not exceed the excess (if any) of--

(1) the cash value of the
contract (determ ned w thout regard
to any surrender charge)

i medi ately before the amount is
recei ved, over

(1i) the investnent in the
contract at such tine. [Enphasis
added. ]

Petitioners’ reliance is m spl aced.
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The distribution at issue resulted frompetitioner’s
surrender of the policy. As stated earlier, section 72(e)(5)
applies to the surrender of a life insurance contract. See sec.
72(e)(5)(E). In contrast, section 72(e)(3) applies only to the
conputation of annuities under section 72(e)(2)(B). In fact,
section 72(e)(5) (A specifically provides that section
72(e)(2)(B) shall not apply. Consequently, the conputation under
section 72(e)(3)(A) is not applicable.

For the reasons stated herein, we hold that petitioners
received a taxable distribution of $8,944 resulting from
petitioner’s surrender of the policy. Accordingly, we sustain
respondent’ s determ nation.

Concl usi on

We have considered all of the other argunents nade by
petitioners, and, to the extent that we have not specifically
addressed them we conclude they are without nerit.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing,

Deci sion will be

entered for respondent.




